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lssued under P A 2 of 1988, as amended and P A_ 71 of 1919, as amended
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We affirm that

We are cerified public accountants icensed to praclice in Michigan.

We further affirm the following material, 'no’ responses have been disclosed in the financial statements, including the notes, or in the
Management Letter (repori of comments and recommendations).
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Check each applicahle box below (See instructions for further detail.)

All required component unis/funds/agencies of the local unit are included in the financial statements and/or disclosed in the
reporing enbity notes to the financial stalements as necessary

There are no accumulated deficits in one or more of this unit's unreserved fund balancesfunrestricted net assels
{P.A. 275 of 1980) or the local unit has nol exceeded its budget for expenditures,

The local unit is in compliance with the Uniform Chart of Accounts issued by the Depardment of Treasury.
The local unit has adopted a budget for all required funds.

A public heaning on the budget was held in accordance with State statuie.

The loca! unit has not violaled the Municipal Finance Act, an order issued under the Emergency Municipal Loan Act, or
other guidance as 1ssued by the Local Audit and Finance Division,

The local unit has net been delinquent 1n distnbuting tax revenues that were collected for another taxing unit.
The local urit only holds depositsfinvestments thal comply with statulory requirements.

The local unit has no llegal or unauthorized expenditures that came 1o our attention as defined in the Buflelin for
Audits of Local Units of Governmeant in Michigan, as revised (see Appendix H of Bulletin),

There are no ingications of defaication, fraud or embezzlemeni, which came to our attention during the course of our audi
that have not been previously communicated to the Local Audi and Finance Division (LAFD). If there 1s such activity that has
not been communicated, please submil a separate report under separaie cover.

The lacal unit is free of repeated comments from previous years.
The audit opinion is UNQUALIFIED

The local unil has complhed with GASB 34 or GASB 34 as modified by MCGAA Statement #7 and other generally
accepted accounting principles (GAAP)

The board or council approves all inveices prior to payment as required by charter or siatute.

To our knowledge, bank reconciliations that were reviewed were perormed timely

If & local unit of government (authoriies and commissions included} is operating within the boundaries of the audited entity and is not
incluged i ihis or any other audit report, nor do they obtain a stand-alone audit, please enclese the name(s), addressies), and &
description{s} of the authorily andfor commission,

I. the undersigned, cerlify that this statemeni is complele and accurale in all respects.

We have enclosed the following: Enciosed | Not Reguired {enter a bnef justification)

Financial Statements

The letler of Commenis and Recommendations I_—_I

Conduil enlity wilh Umely bond payments.

Other (Describe} |_—_|

Certdied Public Accountant (Firm Mame) Tetephona Number

Hill, Schroderus & Co., LLP 231-347-4136

Stree! Address Cry State Zip

923 Spring Street Petoskey Ml 49770
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November 21, 2006

independani Auditors' Repori

Board of Commissioners
Feloskey Hospital Finance Authority
Petoskey, Michigan

We have audited the gccompanying financial statemenis of the Petoskey Hospital Finonce
Authority, Petoskey, Michigan, as of and for the year ended June 30, 2004, os listed in the iable of
contents. These financial statements are the responsibilify of the Authority's manogement. Our
responsibility is 1o express an opinion on these financial statements based on our audil.

We conducted our qudit in accordance with auditing standards generally aocceptedin the United
Siates of America. Those standards require that we plan and perform the audit 1o obtainrecsonable
assurance about whether the financial statements are free of material misstaterment. An audit
includes examining. on & iest basis, evidence supporting the amounts and disclosures in the
financial statements. Ap audit alsoincludes assessing the accounting principles used and significant
estimates made by managemenl, as well as evolualing the overall financicl siaiemeni
presentation. We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the fingncicl statements refermred to above present fairly, in all material respects, the
financial position of the Petoskey Hospital Finance authority, Petoskey, Michigan, os of June 30, 2006,
and the changes in finoncial position and cash fiows for the year then ended, in conformity with
accounting principles generally accepied in ihe United Stotes of America.

The manogement's discussion and analysis is not o required port of ihe basic financial siatements
but is supplementary information required by accounting principies generally accepted in the
United States of America. We have applied ceriain imited procedures, which consisted principally
of inguiries of management regarding the methods of measurement and presenfation of the
required supplementary informalion. However, we did nol audit the informaiion and express no
opinicn on ii.

Wil Sxbiabinaaa s

CERTIFIED PUBLIC ACCOUNTANTS
Petoskey, Michigan

1

823 Spring Streel « PQ. Box 695 « Petoskey, Ml 49770 « 231-347-4136 @ Fax: 231-347-4147 « E-mail: staffname@hs-ca.com



Management's Discussion and Analysis

Overview of the Basic Financial Statements

The Petoskey Hospital Fneonce Authority's {Ihe Authority) basic financial siatements
include ¢ Statement of Net Assels, Statement of Revenues, Expenses and Changes in Net
Assels ang ¢ Statement of Cash Flows. These are all reported using the accrual basts of
accounting.

Financial Statements

The Siatement of Net Assets presents the Authority's assets and liabilities, with the
ditterence reported as net assets.

The Statement of Revenues, Ixpenses and Changes in Net Assefs presents information
showing how the Authority's net assets changed during the most recent fiscal year.

The Statement of Cash Flows presents cash flows from operatlions, financing and invesiing
aclivities. Non-cash transactions that have an effect on the Authority's financiat position
are also presented.

Noles to the Financial Stotements

The notes provide additional information which s essential to ¢ full understanding of the
data provided in the financiol sictements.

Firancial Analysis
The table below summarizes the Authority's net assels as of;

PETOSKEY HOSPITAL FINANCE AUTHORITY

June 30,2006  June 30, 2005

Assets
Currant 3 1,458,321 $ 1,306,481
Other 3%.494,184 40,765,707
Total assets 40,952,505 42,072,188
Liabllifies
Current portion of bonds payoble 1,458,321 1.306,146%
Bonds: poyable net of current portion, eic. 39,494,184 40,765,707
Total habilities 40,952,505 42,071,876
Net Assets
Resincted faor debt service 3 - % 312

The Authorily is reporting a zero balance for netl assets restricied for debt service at the
end of the fiscol vear.



The results for the Authority as o whole are reporied in the Statement of Revenues,
Expenses and Changes in Net Assets, which is summoarized below:

PETOSKEY HOSPITAL FINANCE AUTRORITY

Year Enced
June 30, 2006 June 30, 2005

Revenues $ 2,238,795 $ 2,163,544

Expenses 2,239107 2,163,834
Excess [deficiency] of revenues

OvEer expenses 1312) 12

Net assets-beginning of yeor 212 300

Net assets-end of year $ - $ 32

As shown above, the current year deficiency was $312 while the prior year excess was
$12. The Authorily relies onloan payments from the hospital to make the reguired bond
payments. The Authority earns inierest on these paymenis from the Hespifal until the
bond poyments are actually made. The hospital is able to consider the interest retained
by the Authority in determining its next required foon payment,

The last time bonds were issued was during fiscal 2004 in the amount of $10,000,000 and
o loan was made 1o the Hospital for a comesponding amount. There have been no new
bonds issued during fiscal 2005 or 20046,

Economic Factors

The Petoskey Hospiial Finance authority was incorporated for the purpose of acquining,
constructing, remodeiing, enlarging. repaiing, owning ond leasing health care {aciiities.
It was also incorporated to finance or refinance these activities and 1o lend money to o
hospital for similar purposes. Currently, the Authority hos twe loans outstanding with
Nerthem Michigan Hospila! relaied 1o the Serigs 1998 and 2003 Bonds s explained in the
notes 1o the financial statements. The hospital has been making ils loan paymenis on a
fimely basis. The expeciation is that these fimely paymenis wilf continue to be made and
the related bonds will be refired ¢s intended.



PETOSKEY HOSPITAL FINANCE AUTHORITY
STATEMENT OF NET ASSETS
June 30, 2006

Asseils

Current assefs:
Current poriion of loan receivabie from Northemn
Michigan Hospital, Inc. (Hospitai)

Loan teceivable from Hospital
{net of curent portion and unearned discounts and charges)
Deferred charges - debt issue costs

Total assets

Liabitities and Net Assets

Licbilities:
Curreni porfion of bonds payable
Bonds payable [net of current porfion,
unamortized orginal issue discount and
unamoriized refunding deferral)
Total iabilities

Nei assets restricied for debt service

Total kabililies and net assets

See aocompanying notes to financial statements. 2

1.458.321

38,943.084
551,100

40,952,505

1,458,321

39,494,184

40,952,505

40,952,505




PETOSKEY HOSPITAL FINANCE AUTHORITY
STATEMENT OF REVENUES, EXPENSES AND CHANGES IN NET ASSETS
Year Ended June 30, 2004

Revenues:

Payments received from Hospital to defray Serles 1998 Bond
inferest expense

Payments made by Bospital o defray Series 2003 Bond
inferest expense

Payments made by Northern Michigon
Hospital, inc. for audif fees

Recognition of deferred revenue os revenue for current amortization
of bond original issue discount, bond issue costs and refunding
deferral, adjusfing amounts actually due from Hospital to defray
interest expense

Total revenues
Expenses:
Interest expense
Audit fees

Total expenses

Excess [deficiency} of revenues
OVEr eXpenses

Net assets, beginning

Net assets, ending

See accompanying noles fo inancial siotements. 3

$

1,654,058
40%.784

1.800

173,153

2,238,795

2,237,307
1.800

2,23%.107

(312}

312




PETOSKEY BOSPITAL FINANCE AUTHORITY
STATEMENT OF CASH FLOWS
Year Ended June 30, 2004

Cash flows from operating activilies:
Cashreceived from Hospital $ 2,724,058

Cash flows from caopitdl financing activities:

Principal paid on ponds (1,070,000}

interest paid on bonds (1,654,370}

Net cash provided [used) for capital financing activities {2,724,370)

Net incregse {decrease) in cash and cash equivaients {312)

Cash and cash equivalents, beginning 312
Cash and cash equivalents, ending $ -

Reconciliation of excess [deficiency) of revenues
over expenses 1o net cash provided by operaling
actlivities:
Excess [deficiency) of revenues over expenses 3 (312)
Adiusiments to reconcile excess (deficiency) of revenues
over expenses 1o net cash provided by operating income:

Armoriization of deferred revenue {173.153)

Interest expense 2,237,307

Non-cash operating revenue (expenses) (409,784}

Payments received for non-operating purposes 1,070,000
Jotal adjusiments 2,724,370
Net cash provided by operating activiiies % 2,724,058

See accompanying notes 1o financial statements, 4



PETOSKEY HOSPITAL FINANCE AUTHORITY
NOTES TO FINANCIAL STATEMENTS
June 30, 2004

The Petoskey Hospital Finance Authority {the Authority), a governmental finance authority, was
creaied as a corporaie instrumentality in 1977 by the City of Peloskey under the provisions of the
Hospital finance Authority Act, Act 38, Public Acts of Michigan, 1949, as amended. The Authority was
incorporated for the purpose of acquiring, construciing. remodeling. enlarging, repairing. owning
and teasing health core facilities. It waos also incomorated to finance or refinance these activities
and 1o lend money 1o o hospital for simitar purposes.

In prior years, the Authority constructed a new hospital facility and renovated existing hospitols for
Northern Michigan Hospital, Ing. of Petoskey, Michigan {the Hospital}. The Authority issued bonds fo
finance those projects and then leased the facilifies to the Hospital. During fiscal 1990, additional
bonds were ssued which permitted expansion and refinancing of the project.  Under the
refingncing, a portion of the prior bonds were retired and the balance defeased. The facilities were
sold io Norhern Michigan Hospital, inc. and the Hospital agreed to repay the Authorify for monies
the authority had expended on behalf of the Hospital and amounis loaned to the Hospital for
additional expansion.

in December, 1995, the Authority issued a revenue bond for the purpose of making aloan fo the
Hospital to be used o acquire, construct, renovate and eqguip hospital facilifies pursuant fc a
Hospitol Loon Agreement between the Hospilal and the Authority.

In February, 1998, the Autherity issued fimited obligation revenue and refunding bonds, The bonds
were issued 1o provide funds 1o be loaned by the Authority 1o the Hospitol to be used, together with
other availakble funds to (i) advance refund the Authority's Hospital Revenue and Refunding Bonds,
Series 1989, {ii} current refund the authority's Hospital Revenue Bond Series 1995, (ill) pay o poriion of
the costs of the project commenced in 1995 to acquire, construct, renovate ond equip hospital
faciities pursuant io aloan agreement between the Hospltal and Authority and (iv) pay the costs of
issuing the Bonds.

tn October, 2003, the Authorily issued limited obligation revenue bonds. The bonds were issued for
the purpose of funding a loan by the Authority 1o the Hospilal for the purpose of financing all or ¢
portion of the cost of acquiring. constructing and equipping certain hosgilal faciities tecatedin the
City of Petoskey, Michigan and the payment of necessary costs incidenial thergto.

Assers of the Authority ore held by JP Morgan as Trusiee for the Authority ond bondholders.

NOTE 1. ACCOUNTING POLICIES

The financial statements of the Authority have been prepared on the accrual basis of
accouniing except for the recognition of interest income and expense gs explained
below, The Governmental Accounting Standards Board {GASB) is the standard-setting
body for governmental accounting and finoncial reporiing. The Authority's reporfing
entify applies oll relevant Governmental Accountfing Standards Board {GASB}
pronouncemeants. The proprieiary fund appiies Financial Accouniing Standards Board
{FASB} proncuncements and Accounting Principtes Board {APB) opinions issued on or
before November 30, 1989, uniess ihose pronouncements conflict with or confradict
GASB pronouncements, in which case, GASB prevais. Pronouncements of the FASE
issued after November 30, 1989 are not applied in the preparafion of the financial
siatements of the proprietary fund in accordance with GASBE Statement Neo. 20,



NOTE 1

NOTE 2:

NOTES TO FINANCIAL STATEMENTS - CONTINUED

ACCOUNTING POLICIES - CONTINUED
Accounting policies for specific Hems follow:

investments which are in U.S. Treasury securifies are represented by a book entry ot the
Federal Reserve in the name of JP Morgan. Allinvestments are credited fo the account
of the Authorify by the Bank,

Loan receivabie is camied af face vaiue nei of unearned discounts and charges.

Unearned discounts and charges is the difference between the face volue of the loan
receivable from the Hospital and the related bonds payabie net of unamortized delbi
issue costs, original issue discount and refunding deferral. As inferest expense is
recognized for amortization of these items so is g comesponding amount of revenue
recognized for amounis not due from the Hospital 1o defray this interest expense.

Quistanding bonds not deieased are recorded as a liability.

Ceferred charges - debt issue costs of §849.674 and $110,249 ore being amortized as
inferest expense using the interest method over the life of the Series 1998 and 2003
bonds, respectively. inferest expense of 350,424 was recognized in the current year;
unamartized amounts af year-end amounted 1o $551,100,

Criginat issue discounts of $5%97,.467 are being amortized as interest expense wsing the
interest method over the life of the Series 1998 bonds. interest expense of $29,434
was recognized in the current year; unamortized amounts ai year-end amounied 1o
$325,947.

Refunding deferal {the difierence between the requisifion price and the net carying
amount of the Series 1982 bonds advonce refunded) of $2,039.53% is being amortized as
interest expense on a straight-iine basis over the originat remaining life of the 1989 Series
bonds. interest expanse of $93,294 was recognized during the year. Tne unamortized
balance at yeor-end was $1,259,448.

Interest income associated with the invesiments is recorded when received. Inigrest
expense associated with the bondsis recorded when cash is disbursed. Accruing interes!
expense would be offset by accrued revenue from the Hospital resuliing in essentially the
same position and results of eperaiions.

For purposes of the Stotement of Cash Fows, cosh is considered to be cash on hand and
demand deposits.

BONDS DEFEASED IN PRIOR YEARS

During fiscal 1990, the Authorily defeased the 1977 Series A Bonds, by placing a poriion
of the proceeds from the sale of the Hospital Revenue and Refunding Bonds, Series 1987,
into an frevocabie frust 1o provide for alf fulure debt service payments on the old bonds.
During fiscal 1998, the Authority defeased the Seres 1989 Bonds in the same manner.
Accordingly, the trust account assets and the liability for the defeased bonds are
excluded from the Authority's financial siotements. At June 30, 2004, outstanding 1977
Series 4 Bonds aggregoiing $2.040,000 are considered defeased. The Series 1987 Bonds
were calied during fiscal year 2000, with no outsianding balance remaining.



NOTE 3:

NOTES TO FINANCIAL STATEMENTS - CONTINUED

BONDS PAYABLE

Petoskey Hospital Finance Authority Limited Obligation Revenue

and Refunding Bonds, Series 1998, siated interest at 4.25% to 5.50%.

{The effective interest rate for fiscal 2006 was 5.49% after inclusion

of current amecriization of bond issue costs, original issue discount

and refunding deferral.} $32,710,000

Petoskey Hospital Finance Aufhority Limited Cbligation Revenue
Bonds, Series 2003, interest at g variable rate of Interest adjusted
on the first day of each month equal 1o 67% of the sum of 2%

ond the LIBOR rate. {The effective interest rate for fiscal 2006 was

4.21% after inclusion of curent amortfization of bond issue costs.) 9 .827.200
Toial bonds payable $42.537.200
Annuci debt service reguirements for the bonds are as follows;
Year ending
June 30 Principal interest Total
2007 $ 1,458,321 $ 1,996,624 $ 3,454,945
2008 1,522,386 1,931,314 3,453,700
2009 1,592,035 1,856,653 3,448,688
2010 1,672,293 1,772,232 3,444,525
2011 1,763,186 1,688,786 3,451,972
2012-2016 10,128,427 7,092,747 17,221,174
2017-202) 11,722,418 4,387,056 16,109,474
2022-2026 %.553.834 1,214,981 11,468,815
2027-2028 3,125,000 158,125 3.283.125
Totats $ 42,537,900 $ 22,798,518 $ 65,336,418

Series 1298 Bonds

Petoskey Hospital Finance Authority Limited Obligaiion Revenue and Refunding Bonds
{Northern sMichigan Hospitals Obligated Group) Series 1998 are serial and term bonds
maturing in ascending amounts on November 15 of each yvear through 2012 and then
ont November 15, 2018 and November 15, 2027. Interest paymenis are due May 15 and
November 15 each year untit maturity.

Undger terms of the Loan Agreement between the Authority and Northern Michigan
Hospitals, Inc., the Hospital has agreed to pay 1o the Trustee ot specified fimes amounts
adequate io pay all debt service costs associoled with the bond issue.

The Hospital has agreed to make such paymenis from its income available for debt
service. Such income generally includes the excess of revenue, including investmeant
income and gifts not restricied by -donors, over expenses, excliuding depreciafion,
amortization, inferast expense and cerain extraordinary iterms. In addition, the Hospital
has agreed to maintain its tax exempt staius, maintoin a rafio of income availabie for
debt service to the annual maximum debi service regquirement of atleast 1.5 1o 1, and
to mainfain @ “cushion raiio” of at least 2 fo 1.



NOTE 3:

‘NOTES TO FINANCIAL STATEMENTS - CONTINUED

BONDS PAYABLE — CONTINUED

The “cushion ratio” s determined os the sum of all vnresticted ond
unencumbered/unpledged cash and liquid investimeanis whether classified as current or
non-curent assets {including board-designated funds, but excluding self-insurance
funds} held by the Hospital for various purposes, divided by the maximum annual debf
service on all outstanding indebtedness that is not secured by o fully funded Debt
Service Reserve Fund,

At June 30, 2006, the Hospital was in compliance with these reguirements.

The revenue bonds are not a general obligation of Petoskey Hospital Finance Authority.
Further, they are not a debt of the Ciy of Peloskey, Michigan, nor has the City pledged
its faith and credif for payment of the bonds.

Bonds maturing through November |5, 2007 are not subject 1o eory redemption except
in extracrdinary siugalions as defined in the ogreement. Bonds maturing on or after
Novemiber 15, 2008 are subject to early redemption on or after May 15. 2008 af the
option of the Autnority in whole or in part af any fime at o premium descending from
wo percent of face value for any early redemptions made prior to May 15, 2010, Any
early redempftions made on or after May 15, 2010 are to be af par. Accrued inferest is
due on any egrly redempiion.

Bonds maturing on November 15, 2018 and Novemnber 15, 2027 are subject to
mandatory redempiion commencing November 15, 2013 and November 15, 2019 each
yeor at specified amounts but without an early redemption premium. Annud
redemptions ascend from 3$1,570000 on November 15, 2013 to $2,105,000 on
November 15, 2019 and then from $1,135,000 on November 15, 2020 1o $1,400.000 on
November 15, 2027.

Aninsurance policy is in force which unconditionally and irevocably guarantees the full
and complete payment required 1o be mads by or on beholf of the Authority.

Serigs 2003 Bonds

Petoskey Hospital Finance Authority Limited Obligafion Revenue Bonds {Northern
Michigan Hospitals Obligated Group) Series 2003 are payable to Fifth Third Bank, the
tondholder, together with interest, ot a iax exempt interest rate, whichis a voricble rate
of interest adjusied on the first doy of each month equal to 67% of the sum of 2% and
the LIBOR rate. The monthly payment amount will consist of principal and interest,
sufficient 1o amortize the unpaid principal of the bonds over g 20-year amortization
period, which began in December 2005.

Under terms of the Loan Agreement between the Authority and Northern Michigan
Hospitals, Inc., the Hospital has agreed o authorize the bondhoider to automatically
debit the Hospitals account for foan repayments due.

The Hospital has agreed to maintain its fax exempt siatus, and maintain a rafio of tolal
liabifiiies to fund balances that does notf exceed 1.75 10 1.00. Addifionaily, the Hospilal
has agreed o mainicin o cash flow coverage ratio of not less than 1.50 10 1.00. The cash
flow coverage ratio is defined as the sum of netincome, depreciation, amorizafion and
interest expense during the period to the sum of all principal and interest payments with
respect to indeblednes: that are due and payable during the perod.



NOTE 3:

NOTE 4:

NOTES TO FINANCIAL STATEMENTS — CONTINUED

BONDS PAYABLE - CONTINUED
At June 30, 2004, the Haospital was in compiiance with these requirements.

The bonds are Not o general obligaiion of the Petoskey Hospital Finance authority.
Further, they are not o debt of the City of Petoskey, Michigan, nor has the City pledged
its qith and credit for payment of the bonds,

The bonds are subject 1o optional prepoyment, in whole orin part, and without penalty
or premium on any interest payment date af por plus accrued interest.

The bonds are subject 1o oplional prepayment, in whole or in port, and without penalty
or premivm on any interest payment date at par plus accrued interest,

Both Northern pichigan Hospital Foundation and Northern Michigan Regional Health
System, Inc. have signed guaranty agreemenis with Fifth Third Bank for the issuance of
these bonds.

LOAN RECEIVABLE AND PAYMENTS TO DEFRAY BOND INTEREST EXPENSE

Payments required by the Hospital include both principol and interast, Only the porion
of the payments attributed 1o principal is aoplied against the loan receivable. The
portion of the payments atiributed to interest is recorded as @ payment to defray
interast expense.

Paymenis for the Serigs 1998 bonds by the Hospital are due on or about May | each
vear for the interest payment due Moy 15 en the Bonds, with credit on the payment for
any omount on depaosii. Further, payments are due on or about November 1 each vear
for the principal and interest payment due November 15 on the Bonds, with credit on
the November 1 payment for any amount on deposit,

Payments for the Series 2003 bonds by the Hospifal arg due monihly, They are paid
directly by the Hospital io the bondholder, Fifih Third Bank.

The Hospital has alse agreed to pay all Trustee fees and all costs incurred by the
AUthority.



